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October 29, 2004

Arizona Corporation Commission
DOCKETED
| Mr .E.rnest'(‘{. .Johnson, Esq., Director 0CT 2 9 2004
Utilities Division
Arizona Corporation Commission DOCKETED BY (ML/
1200 West Washington Street

Phoenix, AZ 85007
Re:  Response To Staff Report (Docket No. W-01445-04-0498)
Dear Mr. Johnson:
The Commission Staff 1ssued its Staff Report in this matter on October 4, 2004. The Staff
Report recommends issuing an accountlng order authorizing the Company to defer arsenic
treatment costs incurred in its Western Group for future Commlsswn con51derat10n for recovery

as summarized below:

1. Deferral of depreciation expense for the actual cost-to purchase each arsenic
treatment facility for a period not to exceed twelve months.

2. Deferral of the actual ~1eas‘ezcapita1 costs (standby fee) for each leased arsenic
treatment facility for a period not to exceed twelve months.

3. Eligibility to defer leased capital costs is contingent upon meeting the following
criteria: : ‘ ‘
a. The lease payment must segregate the lessor’s equlpment construction costs,
‘ recoverable O&M costs defined as media replacement or régeneration costs, media replacement
or regeneration service costs and waste medla or regeneratlon disposal costs, and the lessor’s
embedded interest rate. :

4, Operation and Maintenance expenses are limited to recoverable O&M expenses
defined above.

5. Property taxes associated with arsenic treatment plant are not eligible for deferral.

No deferrals shall be recorded after January 2007.

E-MAIL: mail@azwater.com
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Re: Response To Staff Report (Docket No. W-01445-04-0498) Page 2

The Staff and Company agree on the need for an Accounting Order authorizing the
Company to defer arsenic treatment costs incurred in its Western Group for future consideration
of recovery by the Commission. However, the Company strongly disagrees with the deferral
methodology Staff recommends and its perverse effects which unfairly reduce the Company's
arsenic treatment facility ratebase while also increasing the amount of ACRM revenue that
customers will have to pay. I am bringing this to your attention for reconsideration because I do
not believe the Commission would knowingly choose such an outcome.

The Company is not requesting a hearing on this matter. The time to prepare testimony,
participate in a hearing and then assist in the preparation of briefs would take more time than the
Company can reasonably devote to this matter at the present time. Therefore to save time and
legal expenses the Company requests that its objections be considered without a hearing.

The ACRM in effect for the Northern and Eastern Groups permits the Company to file
for recovery of arsenic treatment facility capital costs as soon as the facility is placed in service.
However all of the Western Group arsenic treatment facility capital costs will be incurred before
an ACRM can even be authorized as part of the Company's pending rate application. Although
no return will be earned on the purchased arsenic treatment facility capital costs until the first
Western group ACRM filing is approved & becomes effective, the Company has not requested a
deferred return or deprecation expense. In its Application the Company simply requested that the
purchase cost of arsenic treatment facilities be deferred until the first ACRM filing. This
approach preserves the Company's investment until an ACRM filing is made and produces a
lower ACRM revenue requirement.

Staff differs with the Company and instead recommends that depreciation expense, but
not a return on the investment, be deferred beginning with the in-service date of the arsenic
treatment facility. Staff supports its alternative position with a fallacious accounting argument
asserting that "The Company's proposal to record purchased arsenic treatment facilities in a
deferred debit account effectively provides for authorization of recovery, not simply deferral for
future consideration of recovery." This assertion contradicts the plain language of the Uniform
System of Accounts. For example, the 1996 USOA discussion of A/C 186 Miscellaneous
deferred debits includes the following language regarding Regulatory Assets:

C. "If rate recovery of all or part of the amount included in this account is
disallowed, then the disallowed amount..." (emphasis added)

The more general category of items charged to the account as described on page 73 A. is "...
items the final disposition of which is uncertain." The Company's proposal deferring only the
purchase cost or lease capital costs does not provide authorization of recovery as a reading of the
USOA clearly states. More importantly, the Commission's eventual ratemaking treatment of an
item is certainly not constrained by the original accounting.

The deferral methodology recommended by Staff penalizes both the Company and
ratepayers. The effects of the Company and Staff deferral methodology over the period from
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January 1, 2005 through December 31, 2009 are compared on the enclosed Exhibit 1. Both sets
of calculations are based on the following set of realistic assumptions:

o $13.6 million of purchased arsenic treatment facilities are placed in service
January 2005.

° The first Western Group ACRM filing is effective January 2006.

° The Western Group participates in a Company-wide general rate case application
based on test year 2006 that is filed September 2007 with new rates becoming
effective January 2009.

The Company's methodology (illustrated on the left side of Exhibit 1) records the purchase cost
of the arsenic treatment facilities in a deferred debit account as shown on line 1 and does not
recognize depreciation or a return until the first ACRM becomes effective. Staff's deferral
methodology (illustrated on the right side of Exhibit 1), which was confirmed in a meeting with
Staff on October 26, begins recording depreciation but not a return as soon as the arsenic
treatment facilities are placed in service as shown on line 1, Exhibit 1. Since the accumulated
depreciation is not being recovered through the rates, the expense portion of the depreciation is
recorded in a deferred debit account for future recovery.

The initial effects of these differing deferral methodologies are apparent at the time the
first ACRM filing becomes effective as shown on line 13 of Exhibit 1. Under its proposal
the Company has a ratebase of $13,600,000, which results in an initial monthly revenue
requirement of $193,373. In contrast, the Staff's ratebase is $13,211,040 or $388,960 less and
the initial monthly revenue requirement is $211,183, 14.4% more than under the Company's
proposal. This rather perverse result occurs because of the deferral of depreciation rather than
plant. The $388,960 deferred debit that appears on line 13 under Staff's methodology must be
amortized (expensed). The required amortization of $32,413 per month directly increases the
Staff ACRM revenue requirement.

Staff's proposed methodology unnecessarily increases customers' rates and lowers the
Company's return as illustrated on Exhibit 1. This is true whether measured on a discounted
present value basis as shown at the top of the Exhibit or just a straight accumulation over the
60-month period as illustrated at the bottom of the Exhibit. The Company provided written
comments and met with the Staff to discuss its analysis comparing the effects of the two
positions in an attempt to reach an agreement on the deferral methodology. Although Staff
confirmed that the analysis correctly depicted their recommended methodology, they did not
provide any other direct comments on the analysis. Unfortunately no agreement was reached.
Therefore I request you to review the record in this matter and reconsider the effects of Staff's
deferral methodology on the Company and its customers.

UNACCOUNTING ORDERWWC RESPONSE_102904.D0C




ARIZONA WATER COMPANY

To: Mr. Ernest Johnson October 29, 2004
Re: Response To Staff Report (Docket No. W-01445-04-0498) Page 4

| Very truly yours,

Dyt /oy

Ralph J. Kennedy

Vice President and Treasurer
jre
Enclosure
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